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SUBJECT: Depreciation Deduction/Costs of |Inprovenments By Smal| Busi ness Ret ai
Establishments and Restaurants

SUMVARY

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would allow specified taxpayers who own a store, restaurant or
a business with a license to serve alcohol on its prem ses and who expend $25, 000
or nore during the year for building repairs or inprovements, to recover the cost
of those capitalized repairs or inprovenents over a three-year period using the
straight |ine method.

This bill also woul d make changes to the Busi ness and Professions Code rel ating
to snoking in bars, taverns or clubs. This provision will be discussed only as
it affects the Franchi se Tax Board.

EFFECTI VE DATE

This bill specifies that its tax provisions would apply to taxable or incone
years beginning on or after January 1, 1999 and before January 1, 2002.

SPECI FI C FI NDI NGS

Under federal and state |laws, the cost of repairing business property is
general ly deducti bl e as a business expense in the year the cost is paid or

incurred. In contrast, an inprovenent to business property that materially adds
to the value or utility of the property or which prolongs its useful life nust be
capitalized and depreciated over its useful life.

Federal and state |laws allow an annual depreciation deduction for exhausti on,
wear, and obsol escence of property used in a trade or business or property held
for the production of incone. Under the PITL, California conforns, with

nmodi fications, to federal depreciation treatnent. Under the B&CTL, however,
California does not conformto current federal |aw and, instead, uses the
depreciation rules established by prior federal |aw

Cenerally, depreciation for additions or inprovenments to real property are
determined in the sane manner as the depreciation deduction for the real property
woul d be determined if the property were placed in service at the sane tinme as
the addition or inprovenent. The applicable depreciation period for additions or
i nprovenments to real property generally begins on the later of: the date of the
addition or inprovenment is placed in service, or the date the property is pl aced
in service.
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Under federal |law and state | aws, | essees are treated as any other taxpayer-owner
for purposes of determ ning depreciation deductions for |essees' inprovenents,
subject to certain rules. Thus, a | essee's depreciation deductions for a

| easehol d i nprovenent are determ ned without regard to the | ease term However,
at the termnation of the | ease where the | essee does not retain the inprovenent,
the | essee has a deductible |oss equal to the remai ning bal ance of the | easehold
i nprovenent .

Exi sting state | aw provides for a B&CTL and a PITL alternative mninmmtax (AM).
The B&CTL rate is 6.64% for incone years beginning on or after January 1, 1997,
while the PITL rate is 7% for taxable years beginning on or after January 1,
1996. The AMI was established to ensure that no taxpayers with substantia
econom c inconme avoid all tax liability by using exclusions, deductions, and
credits (tax preference itens).

Under the PITL and B&CTL, this bill would allow an owner of a retai

establ i shnment open to the public, a restaurant, or an establishnent where the
owner possesses a license to sell alcohol on the prem ses to depreciate the tota
cost of the expenditure for that repair or inprovenent over three years using the
straight-line method of depreciation. To be eligible for the three-year recovery
period, the taxpayer nmnust:

expend $25,000 or nore during the year for a repair or inprovenent undertaken
pursuant to a building or construction permt issued by a local jurisdiction;
and

own a business that has $3 mllion or less in gross receipts, |less returns and
al l onances, during the taxable or incone year

Pol i cy Consi derati ons

This bill would create depreciation differences between federal and
California tax law with respect to PITL taxpayers and would create

addi tional differences between federal and California tax | aw with respect
to B&CTL taxpayers thereby increasing the conplexity of California tax
return preparation

It appears that this bill is intended to all ow accel erated recovery for
changes or additions to heating, ventilation and air conditioning systens in
order to conply with the provisions of this bill relating to snoking.
However, the bill would allow the three-year recovery period for any

i nprovenent nade by a taxpayer who owns a store, restaurant or bar.

This bill does not require that an establishnment be located in California in
order to receive the accel erated recovery peri od.

As drafted, this bill would nodify the recovery period for depreciating
i nprovenents or repairs nmade by certain taxpayers, but would not nodify the

accompanying alternative mnimumtax (AMI) depreciation provisions. |If the
AMI provisions are not simlarly anended, taxpayers claimng the accel erated
recovery period provided by this bill would potentially be subject to

significant AMI liability due to the different recovery peri ods.
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| npl emrent ati on Consi der ati ons

The follow ng concerns have been identified. Departnent staff is available
to assist the author to resolve these and other issues that may ari se.

A taxpayer would be required to spend $25,000 or nore in a single taxable or
i ncone year for one permt or building project in order to qualify for the
nore favorabl e depreciation nethod provided here. |If the $25,000 were

spent for a single project over several taxable or inconme years, a taxpayer
woul d not be eligible for accel erated depreciation under the bill.

The bill defines a qualified taxpayer as “owning” a retail establishnent.
In the case of an operator of an otherwi se qualified facility who nakes

| easehol d i nprovenents required under the Business and Professions Code
provisions in this bill, this bill does not specify whether the | essee or
| essor is the “owner” and thereby entitled to receive the accel erated
recovery period.

It is unclear whether the author intends for taxpayers to be able to claim
the accel erated depreciation allowed under this section in addition to other
deductions all owed under current | aw.

This bill is witten in a style different fromthe manner in which
nmodi fications to the Internal Revenue Code are generally made in the Revenue
and Taxation Code, which could nake this bill nore difficult for taxpayers

to understand and could result in disputes between the departnment and
t axpayers concerning its interpretation

The bill permts a qualified taxpayer to nake an election to depreciate the
cost of a repair or inprovenent over a three-year period, but is silent
regardi ng other aspects of the election, such as when and in what manner the
el ection should be nmade, whether the el ection may be revoked, and rel ated
concerns.

The bill uses ternms and phrases that are not clearly defined, such as
“repair or inprovenent undertaken pursuant to a building or other
construction permt issued by a local jurisdiction,” “retail establishnment
open to the public.” Uncertainty regarding these terns nmay generate
confusi on and di sputes between taxpayers and the FTB.

The bill permts a qualified taxpayer to nake an el ection to depreciate the
cost of certain repairs and inprovenents over a three-year period. A
qualified taxpayer nust own a business that has gross receipts of $3 mllion
or less, less returns and all owances, during the taxable or incone year. It
is unclear whether the $3 million gross receipts limt nmust be met only in

t he taxabl e year during which the expenditure is nmade and the election is
made, or whether the taxpayer nust neet the $3 million qualification for
each year of the three-year accelerated depreciation period. |f a taxpayer
must nmeet the $3 mllion requirement for each year, it is unclear what the
effect of failing to neet the $3 million limt in the years subsequent to
the el ection would be.



Assemnmb
I ntrod
Page 4

ly Bill 1159 (G anlund and Pappan)
uced February 25, 1999

Techni cal Consi der ati ons

The reference to a restaurant as defined in Section 27507 of the Health and
Safety Code is incorrect as that code section does not exist.

The definition of “qualified taxpayer” under both the PITL and the B&CTL
provi des that the taxpayer nust own a business that has receipts of $3

mllion or less, less returns and al |l owances, during the taxable year. For
the B&CTL, the term should be incone year.
The bill authorizes an accel erated depreciation period over three years

using the straight-line nmethod, but does not clearly identify during which
three years the depreciation deduction is to be taken

FI SCAL | MPACT

Depart nental Costs
Once the inplenentation and technical concerns are resolved, this bill is
not expected to significantly inpact the departnent’s costs.
Tax Revenue Estimate
The revenue inpact of this bill, under the assunptions discussed below, is
estimated to be as foll ows:
Esti mat ed Revenue | npact
For Taxabl e or Incone Years
Begi nning on or After 1/1/99
Assuned Enactnment After June 1999
(In MI1ions)
1999-0 2000-1 2001-2 2002-3 2003-4 2004-5
(%1) ($2) ($2) ($2) M nor M nor
Loss Gai n
M nor = Less than $500, 000

Thi s anal ysis does not consider the possible changes in enploynent, personal

i ncone, or gross state product that could result fromthis proposal

Tax Revenue Di scussi on

For the purposes of a revenue estimate it is assuned that the changes nust
be made by a qualified business (i.e., restaurant, bar, or nightclub) to

all ow patrons to snoke. |If the bill is not amended to provide for the above
limtations, the revenue | oss woul d be greater

The revenue inpact of this bill would be determ ned by additional deductions
associ ated with accel erated depreciation by small busi nesses of fset by
smal | er depreciation deductions in |ater years as conpared to current | aw

These estimates were based on departnental data. The follow ng assunptions

wer e applied:
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Taxpayers with positive taxable inconmes and not subject to the m ninmum
tax would elect to accelerate depreciation for qualified expenses.
Based on departnental data, it is estinmated that approximtely 1,000
smal | corporations could fully benefit fromthe increased depreciation
deduction. This estimate takes into account the current expensing

al l onance and the mninumtax interaction.

It is estimated that the average expenditure woul d be approximtely
$50,000. O this total it is estimated that approxi mately one-third
woul d be attributable to nmechanical ventilation systens and the bal ance
to other repairs and inprovenents.

It is estimated that qualifying PIT taxpayers represent tw ce that of
smal | corporations.

It is projected that 20% of qualified taxpayers would nmake the speci al
depreciation election in 1999, 60%in 2000 and 20%in 2001

Estimates were adjusted in out-years to reflect the absence of
depreci ati on deductions that woul d ot herw se apply under current |aw

BOARD PCSI TI ON

Pendi ng.



